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Rationalised  Consumption. 

Non-Expanding  Output. 


1.  OVERPRODUCTION.— An  outstanding  characteristic 
of  modern  economics  is  that  phenomenon  which  may  be 
called  either  '  Underconsumption  '  or  '  Overproduction.' 
Overproduction,  as  it  will  be  called  here,  breaks  down  any 
attempt  to  maintain  n  constant  price  level,  it  is  fatal  to  the 
industrial  prosperity  of  a  money-using  community  where 
prices  are  free  to  find  their  supply  and  demand  level,  and 
it  may  appear  in  two  forms : — 

(a)  In  the  sense  that  there  may  be  accumulations  of 

goods    which    people    would    consume    if    they   had 
money  to  buy  them,  and 

(b)  In  the  sense  that  people,  having  the  money  to  buy 

accumulated  goods,  have  all  the  goods  they  want 
and  wish  no  tnore. 

The  former  is  Apparent  Overproduction  '  or  "  Real  Under- 
consumption,' and  the  latter  is  '  Real  Overproduction  '  or 
'Apparent  Underconsumption.'  Producers  may  prevent  real 
overproduction  by  concerted  action  among  themselves  to 
regulate  output,  either  alone  or  in  co-operation  with  the 
State.  Such  regulation,  usually  known  under  the  name  of 
*  Rationalisation,'  is  actually  in  force  to  prevent  over- 
production of  wheat,  rubber,  tin,  coffee,  &c.  We  shall 
assume  that  real  overproduction  may  be  prevented  effectually 
by  that  process,  and  that  apparent  overproduction  or  real 
underconsumption  alone  remains  to  be  dealt  with.  '  Real 
Underconsumption  '  will  in  future  be  referred  to  always  as 
'Apparent  Overproduction.' 


2 

2    PREVENTION    OF    APPARENT    OVERPRODUC- 
TION-GENERAL PRINCIPLES.-Assuuie  the  existence 
of  a  small   community  which  has  a  factory  system  and  a 
market  system,  and  which  uses  money  as  the  sole  medumi 
of  exchange.       The  factory  system  performs  all  mdustrial 
operations   from  the   winning   of  raw   material   to  the   pro- 
duction of  finished  goods  and  to  their  sale  to  the  ultunate 
purchaser.       To  begin  with,  this  community  has  no  capital 
aoods  such  as  factory  buildings  and  machinery.       Its  sole 
output  consists  of  consumption  goods  such  as  bread,  butter 
boots    clothes,   &c.     Material  enters  the  factory  system  and 
is  converted  into  goods  at  the  constant  average  rate  of  100 
tons  per  week.     Money  also  enters  the  factory  at  the  con- 
stant average  rate  of  £100  per  week,  where  it  is  paid  out  as 
the  cost  of  producing  100  tons  of  goods.     The  community  is 
satisfied  with,  and  can  consume  100  tons  per  week  for  real 
overproduction     has     been     ehminated.       But     before     the 
members  of  the  community  can  consume  those  goods,  they 
must   first   purchase   them   from   the   producers,    who   must 
recover  all  their  costs.     In  order  that  all  the  goods  may  he 
purchased  and  all  costs  recovered  by  producers,  the  condition 
to  be  observed  is:—'  The  amount  of  money  which  appears 
in  the  market  each  week  to  purchase  the  total  output  of  100 
tons  per  week  must  be  equal  to  tlie  gross  cost  of  producing 
those  goods.'     That  procedure  is  represented  graphically  in 
fig.  1  in  the  Supplement,  page  15. 

The  •  -ross  cost  of  producing  those  goods  '  is  the  amount 
of  money  paid  out  as  wages,  salaries,  rent,  interest,  royalties, 
monopolies,  taxes,  profits,   .^c.       People  who  receive  those 
sums  direct  from  the  factory,  including  factory  owners  who 
receive  salaries  and  profits,  pay  some  of  the  money  away 
voluntarily  for  the  services  of  doctors,  lawyers,  amusement 
caterers,    &c.       Everyone  who  thus  receives  money  either 
directlv  or  indirectly  from  the  factory  must  pay  some  ot  it 
awav  as  taxes  to  the  State.     The  State  pays  this  tax  money 
to  its  servants,  contractors,  and  bond  holders,  and  to  old  age 
pensioners,  unemployed,   &c.       The  money  is  shuffled  and 
reshuffled,  and  every  person  who  receives  money  must  pas. 
It  on  as  payment  for  goods  or  services  or  taxes.       No  one 


may  hoard  money  nor  withdraw  it  from  circulation  nor 
export  it,  and  finally  it  arrives  in  the  market,  for  it  can  go 
no  other  where,  at  the  average  rate  of  i&lOO  per  week,  where 
it  is  spent  in  purchasing  goods  at  the  average  rate  of  100 
tons  per  week  whicli  had  cost  £100  in  the  factory.  Profits 
are  spent  in  buying  goods  and  entitle  the  recipients  to  a 
greater  share  of  the  total  output.  The  whole  output  is  sold, 
there  is  no  excess  of  money  nor  of  goods,  there  is  neither 
real  nor  apparent  overproduction,  consumers  have  enough 
and  are  satisfied,  and  producers  have  recovered  all  their 
costs,  including  profit.  The  money  issued  by  the  factory 
system  is  sufficient  to  purchase  all  its  output,  provided  ?hat 
people  who  receive  that  money,  either  directly  or  indirectly, 
do  nut  prevent  it  from  reaching  the  market.  Items  repre- 
senting financial  rights  such  as  profit,  interest,  royalty,  &c., 
merely  entitle  the  recipients  to  a  share  of  the  total  output, 
and  the  fact  that  those  items  are  included  in  cost  does  not, 
per  se,  prevent  the  sale  of  the  total  output  of  100  tons  per 
week  to  members  of  the  community.  All  the  weekly  output 
having  been  sold  and  traders  having  recovered  all  the  money 
(costs)  whieli  they  had  distributed,  they  employ  it  again  to 
produce  another  lot  of  goods,  which  are  sold  in  turn  and  all 
the  money  again  recovered,  and  so  on  indefinitely.  Money 
Hows  in  a  closed  circuit,  but  goods  enter  the  system,  pass 
through  the  factory  and  market,  out  of  the  exchange  system, 
and  do  not  return,  see  fig.  2. 

100  tons,  the  total  weekly  output,  is  produced  for  £100 
and  sold  for  £100,  and  the  unit  cost  and  unit  price  of  the 
total  factory  output  is  £1  per  ton.  £1  per  ton  is  the  '  Price 
Level.'  and  it  will  be  the  endeavour  of  the  community  to 
keep  the  price  level  constant  at  all  times. 

3.  SPURIOUS  SAVING.— Assume  that  the  community 
has  been  producing  goods  at  the  average  rate  of  100  tons  per 
week,  the  gross  cost  of  which  is  £100.  £100  of  money,  and 
100  tons  of  goods  worth  £100,  emerge  from  the  factory  each 
week.  They  go  to  the  market  more  or  less  directly,  where, 
on  the  average,  100  tons  are  sold  per  week  for  £100.     Tlie 


'^■RfT-rr^*' 
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average  rate  of  sale  is  equal  to  the  average  rate^of  production 
and  there  is  neither  real  nor  apparent  overproduction. 

An  individual  '  k'  now  begins  to  save  money.     Ho  saves 
,€1     and  the  first  result  of  that  saving  is  that  one  poi.nd  s 
worth  of  goods  remain  unsold.     'A'  now  P-«--^  ^[^^"^ 
and  he  engages  in  trade.     He  returns  his  capital  of  £1  into 
he  factory  to  pay  the  gross  costs  of  producing  goods  wh.h 
he  proposes  to  sell  at  a  profit.     That  £1  of  money,  and  goods 
worth  £1,  emerge  from  the  factory,  and  there  is  money  in 
circulation  to  pay  for  these  goods,  but  the  goods  which    A 
did  not  buy  when  he  saved  £1  are  stiU  ""«f  •  ;;<^  ^^^^  " 
no  monev  in  circulation  to  pay  for  tl.cn.     The  €1  which   A 
saved,  bv  preventing  it  from  going  to  the  market   and  whu-h 
he  returned  to  the  factory  to  pay  for  the  proauction  of  mo.e 
<,oods    has  been  used  to  pay  f„r  the  production  of  two  tons 
ol  goods,  each  ton  costir^g  £1.     That  £l  has  been  diverted 
from  purchasing  one  of  those  tons,   and  one  ton  remains 
unsold        The  owners  of  the  unsold  goods  must  get  rid  ot 
them    so  they  restrict  output  by  dismissing  men  or  workmg 
short  time.     Incomes  are  reduced,  the  rate  of  consumption 
falls,  there  is  apparent  overproduction  and  trade  depression, 
and  prices  fall. 

The  primary  cause  of  this  economic  depression  has  been : 
■  Money  which'  had  been  paid  for  the  production  of  goods  m 
the  factory  system  has  been  diverted    (by     A  )   from  the 
purchase,  in  the  market,  of  goods  of  e<iual  value    and  good 
of  that  value  remain  unsold.'       That  process  will  be  called 

.  c       ■  "Sovina  ■    see    fie      3.       The    saved    money    is 

'  Spurious    having,      set    ng.     o.  ,     ,■        „  *;„.,  ;t 

returned  to  the  factory  to  produce  more  goods  (in  p  actice  it 
is  frequently  exported)  and  the  unsold  goods  cannot  now  be 
sold  without  a  fall  in  prices.  Spurious  saving  appears  in 
many  forms,  and  in  one  form  or  another  it  is  the  general 
causi  of  apparent  overproduction,  or  of  the  condition  known 
as  '  Poverty  in  the  Midst  of  Plenty,'  which  exists  throughout 
the  world  to-day.  It  is  practised  by  almost  everyone  in  the 
communitv.  and  it  will  be  shown  that  the  State  is  frequently 
an  active  agent  in  that  process  of  economic  disaster. 
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4.  GENUINE  SAVING.— Assume  now  that,  at  any 
given  time,  the  community  is  producing  capital  goods  such  as 
factories,  and  consumption  goods  such  as  bread,  clothes,  &c. 
It  produces  one  factory  worth  £50  every  five  weeks  and 
therefore  spends  £10  per  week  within  the  factory  system  to 
pay  the  cost  of  new  factory  construction.  At  the  same  time 
it  pays  £90  per  week  for  producing  consumption  goods,  and 
the  total  amount  of  money  emerging  from,  and  the  value  of 
ail  goods  produced  by,  the  factory  system  is  £100  per  week. 

Suppose  that  all  output,  capital  goods  as  well  as  con- 
sumption goods,  goes  to  the  market  and  is  sold  there.  Pro- 
vided that  none  of  the  £100,  distributed  by  the  factory  as 
costs  of  production,  is  prevented  from  reaching  the  market, 
the  whole  output  of  consumption  goods  and  capital  goods 
may  be  sold,  section  2.  But  a  new  condition  must  be 
observed  now.  In  order  that  all  the  consumption  goods 
which  cost  £90  may  be  sold,  £90  must  be  spent  in  the 
market  to  purchase  them,  and  £10  must  be  spent  to  purchase 
the  capital  goods  which  cost  £10.  No  single  individual 
receives  enough  money  to  enable  him  to  devote  £10  per  week 
to  pay  for  building  a  new  factory,  but  some  people  combine 
together  to  save  £10  per  week,  and  by  saving  they  raise 
sufficient  money  to  buy  a  share  in  the  new  factory.  They 
save  £10  per  week,  £90  remains  to  purchase  all  consumption 
goods,  wliile  money  savers  buy  a  £10  share  in  the  new  factory 
under  construction.  Tiie  £90  and  the  £10  return  to  the 
factory  system  to  pay  for  more  consumption  goods  and 
capital  goods,  £100  emerges,  and  again  £90  buys  all  the 
consumption  goods,  while  £10  is  saved  and  buys  another 
share  in  the  new  factory,  and  so  on  until  the  factory  is  com- 
pleted. When  one  new  factory  is  built,  another  may  be 
erected,  sold  and  bought  in  the  same  manner,  and  the  process 
may  continue  indefinitely. 

By  this  method  of  saving,  afl  goods  are  sold,  there  is  no 
apparent  overproduction  nor  trade  depression,  and  the  price 
level  of  consumption  goods  remains  unchanged  at  £1  per  ton. 

The  £10  saved  each  week  in  this  manner  is  genuine 
savings,     for     the     procedure     causes     no     economic     dis- 
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organisation.  The  total  amount  of  money  which  has 
emer  ed  ton  the  factory  system  has  paid  for  the  production 
of  two  classes  of  goods,  and  that  n.oney  goes  to  the  n.arket 
where  it  purchases  goods  of  equal  value  and  n.  the  san,e 
proportion  as  regards  class,  as  that  in  which  they  were  pro^ 
duoed  Balance  is  preserved  between  capital  goods  and 
consun.ption  goods,  all  output  is  sold,  and  there  arc  no  excess 
aoods  nor  excess  money,  see  fig.  4. 

The  foregoing  procedure  shows  how  capital  goods,  or  fixed 
capital     may   be  created   and   acquired   by   private  o^.ner8 
Xui  economic  disorganisation.     But  before  a  new    ac^ory 
can  produce  goods,  the  owner  must  have  trading  capital  o 
financial   credit.      Any   individual   trader   who   embark,    n 
business,   and  thereby  expands  the  total  -lume  of  t,M^ 
mav  acQUire  money,  to  act  as  trading  capital,  by  saving.    By 
rrg  money,  he  merely  acqmres  a  share  of  the  ^ta.  money 
of  redit  in  circulation,  other  people  lose  what  he  acquires 
and   saving   alone   does   not   add   to   the   total   amount   ot 
rnanciai  credit  in  the  community.     The  problem  of  creating 
and   acquiring  financial  credit,   other  than  borrowed  bank 
credi       o  act  as  trading  capital  for  the  purpose  of  financmg 
an  expansion  in  the  gross  volume  of  trade  at  a  constant  price 
Tvel    and    without    economic    disorganisation,    belongs    to 
another  branch  of  economics.       That  problem  will  be  con- 
sidered  in  Part  II. 

,    SPURIOrS    SAVING    AM-.    CAl'llAL    OOOD>.- 

Profits^  may  be  earned  by  the  possession  oi  capital  goods, 

!nd  as  s^on  as  people  realise  that  fact  they  all  become  anxious 

o  save  money'by  purchasing  fewer  consumption  goo^^^^^^^^^ 

the  intention  of  investing  the  saved  money  in  capital  goods, 
tm  which  they  may  deviv.  profit,  interest,  or  dividends. 

The   output  of   the   community   is   £90  worth   of  con- 
sumptL  go'ods  and  .10  worth  of  capital  goods  per  week^ 

irnti-ntrelU  tlJwhole  .1.  in  capi..  goods   (or 
profit-earning  goods).       The  mimediate  result  is  that 


worth  of  consumption  goods  (or  non-profit-earning  goods) 
remain  unsold  each  week.  '  Money  which  had  been  paid  for 
the  production  of  consumption  goods  in  the  factory  has  been 
diverted  by  the  whale  community  from  the  purchase  in  the 
market  of  consumption  goods  of  equal  value,  consumption 
goods  of  that  value  remain  unsold,  and  the  money  is  reserved 
for  the  purchase  of,  or  investment  in,  capital  goods.'  That 
process  is  a  form  of  what  has  been  called  '  Spurious  Saving,' 
section  3.  The  accumulation  of  those  unsold  goods  in  the 
market  week  by  week  compels  producers  to  restrict  output. 
Men  are  dismissed,  incomes  and  consumption  are  reduced, 
there  is  apparent  overproduction,  and  a  period  of  trade 
depression. 

It  may  be  said  that  the  saved  money  will  be  distributed 
as  wages  to  workmen  engaged  in  the  production  of  capital 
goods,  and  that  these  men  will  buy  up  the  unsold  goods. 
In  the  early  stages  of  developing  the  industries  of  a  country 
that  may  be  so,  but  the  process  goes  on  continuously,  and 
ultimately  it  leads  to  overproduction  of  capital  goods  (profit- 
earning  goods)  and  to  apparent  overproduction  of  con- 
sumption goods  (non-profit-earning  goods),  a  condition 
which  exists  throughout  the  world  to-day. 

In  actual  practice,  this  economic  danger  of  over- 
production of  capital  goods  is  as  keenly  appreciated  as  the 
overproduction  of  consumption  goods.  It  is  being  counter- 
acted by  the  combination  of  industries  to  buy  up  and 
eliminate  redundant  productive  capacity,  instances  of  that 
process  being  found  in  the  shipbuilding,  chemical,  wheat- 
milling,  cotton,  and  other  industries. 

6.  REGULATED  EXPENDITURE  OF  THE 
NATIONAL  INCOME.— The  method  adopted  in  practice  to 
suppress  overproduction  is  '  Rationalisation.'  That  method 
is  suitable  only  for  the  suppression  of  real  overproduction. 
and  it  can  never  suppress  apparent  overproduction,  which  is 
the  actual  economic  disease  that  afflicts  the  world  to-day. 
The    prevention    of    real    overproduction,    by    eliminating 
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redundant  productive  capacity  and  by  regulating  output, 
promotes  the  interests  of  the  community  as  well  ^^  ^^^  ^^^^ 
Lterest  of  producers.       But  self-interest  m  another  form 
induces  every  individual,   whether  he  be  F^^ucer  ^  ^^■ 
Burner,  to  save  money,  and  by  saving  too  much  (spurious 
saving)  each  individual  perpetuates  unwittmgly  the  condit  on 
of   apparent  overproduction.        No    matter    to    what    d.^^rce 
;^Xrs  mav  r^trict  output,  u.  the  -P^^^^^-^;;-- 
overproduct.on.n^geuerai,  by   nulhods  whah  are  apph      > 
onlvto  the  suppression  of  real  overproduction,  money  s^ers 
continue     to     perpetuate     a     condition     of     ^VV^^^^^^ 
production.       All    members    of    tne    conuuamt,     piactice 
spurious  saving  out  of  self-interest,   and  by  domg  so  they 
disorganise    and   defeat  the   continuous   -g^^^f  J^   ^J^ 
auction    and    consumption,     wh.ch    .s     ^^^^^^^  ."^^"^ 
collective  interest.       It  is  a  psychological  .mposs  b.ht     tha 
unori^anised  self-interest  can  ever  bring  order  out  of  such 
chaos.       Apparent  overproduction  can  never  be  prevented 
uXss   spurious  saving  is  first  eVu.inated,    and   after  tha  , 
the  relative  proportions,  in  which  consumption   (non-profit 
earning)    goods  and  capital   (profit-earnmg)    goods  may  be 
produced,    sold    and    bought    must    be    regulated.       That 
regulation,  which  must  apply  to  the  whole  comm unity,  can 
be  operated  only  by  the  State,  or  by  a  ^^f -d  Indu^ 
Council,  or  by  the  co-operation  of  both.     We  sha  1  call  such 
a    regime    '  The    Regulated    Expenditure    of    the    Nat.on^ 
Income.'     If,  say,  IQo/o  of  the  national  income  is  devoted  to 
the  production  of  and  investment  in  capital  ^^o^^^^^^^ 
remrining  90o/.   must  be  spent  in  furcl^.^-^jo^^^^ 
goods  and  services  and  in  paymg  taxes,   all  of  which  con 
stitute  non-profit-earning  goods.     If  a  very  rich  man  e.nn  t 
consume  all  that  he  must  buy,  he  may  spend  the  balance  m 
improving  his  estate,  he  may  patronise  art,  or  -search,  or 
'     he  may  ;resent  a  rifle  range  to  his  native  village,  &c.,&c^ 
The  workmen  whom  he  employs  buy  up  the  goods  which 
their  rich  employer  cannot  consume,  or  goods  of  equal  value. 
Jhere  is  neither  apparent  overproduction  nor  trade  depres- 
sion,  and  unemployment  is  reduced. 


7.  SPURIOUS  SAVING  AND  NATIONAL  DEBT 
REPAYMENT. — Assume  that  the  community  has  incurred 
debt.  People  who  own  the  debt  regard  it  as  capital,  and  if 
it  were  repaid  they  would  not  spend  it  on  consumption  goods, 
but  they  would  endeavour  to  re-invest  it. 

Assume  that  the  community  has  adopted  a  regime  of 
'  Regulated  Expenditure  of  National  Income,'  and  that  there 
is  no  spurious  saving  going  on.  Of  the  gross  national 
income,  90%  is  being  spent  in  producing  and  buying  con- 
sumption goods,  and  10%  is  being  spent  in  producing,  and 
is  invested  in  capital  goods,  and  industry  is  normally 
prosperous.  The  State  now  begins  to  repay  its  debt  by 
imposing  a  tax  of  £5  per  week  on  the  whole  community. 
It  pays  this  money  to  its  creditors,  and  debt  is  repaid  at 
the  rate  of  £5  per  week.  Of  that  £5,  90%  or  £4.5  was 
paid  out  in  the  factory  as  part  cost  of  producing  consumption 
goods,  while  £.5  or  10%  was  paid  to  produce  capital  goods, 
and  if  apparent  overproduction  is  to  be  avoided,  the  £5  must 
be  spent  in  purchasing  consumption  goods  and  capital  goods 
in  the  same  proportions.  But  the  w^hole  £5  is  paid  to  people 
who  regard  it  all  as  capital  and  they  wish  to  re-invest  the 
whole  of  it  in  capital  goods.  Consequently  £4.5  worth  of 
consumption  goods  appear  in  the  market  each  week,  and 
they  cannot  be  sold  because  the  money  which  had  been  paid 
to  produce  them  is  reserved  for  purchasing  capital  goods. 
That  process  is  another  form  of  spurious  saving,  and  it  goes 
on  week  after  week.  Consumption  goods  accumulate  in  the 
market,  there  is  apparent  overproduction,  prices  fall,  and 
there  is  trade  depression.  The  State  is  an  active  agent  in 
promoting  that  disastrous  condition. 

Spurious  saving,  whether  practised  by  the  State  or  by 
individuals,  causes  a  fall  in  prices — the  very  condition  which 
prevents  the  immediate  return  of  the  saved  money  into 
profit-earning  industry.  During  80  years  from  1817  to  1897, 
about  £250,000,000  of  British  national  debt  was  repaid  and 
prices  fell  from  an  index  level  of  200  to  81,  notwithstanding 
the  fact  that  there  was  a  considerable  temporary  rise  during 
that  period,  due  to  the  production  of  gold  in  California  and 
Australia. 
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redundant  productive  capacity  and  by  regulating  output, 
promotes  the  interests  of  the  community  as  well  ^s  the  self- 
Lterest  of  producers.  But  self-interest  m  another  form 
induces  every  individual,  whether  he  be  producer  or  con- 
sumer, to  save  money,  and  by  saving  too  much  (spunous 
saving)  each  individual  perpetuates  unwittingly  the  condition 
Baviiig;  matter    to   what    dej^ree 

of   apparent  overproduction.        ^o    iiiautr  s 

producers  mnv  restrict  output,  m  the  expectation  ol  cur mg 
o:erprodoct.oo.i.^eneral  by   methods  whicb  are  app.caWe 
onlv  to  the  suppression  of  real  overproduction,  money  savers 
lltinue    to    |!erpetuate     a    condition    of     apparent    ov.r 
production.       All    members    of    the    connuumty    practice 
ipuriouB  saving  out  of  self-interest,   and  by  domg  so  they 
disorganise    and   defeat   the    continuous   ^^g^\^^f  J^P^^^ 
duction    and    consumption,     which    .s    ---^-^.^.^^/ ^7^ 
collective  interest.       It  is  a  psychological  impossibiht>  that 
unorganised  self-interest  can  ever  bring  order  out  of  such 
chaos.        Apparent  overproduction  can  never  be  prevented 
unless  spunous  saving  is  first  elimmated,    and  after  tha  , 
the  relative  proportions,  in  which  consumption   (non-profit- 
earning)    goods  and  capital    (profit-earning)    goods  may  be 
produced,    sold    and    bought    must    be    regulated.       That 
regulation,  which  must  apply  to  the  whole  community    car^ 
be  operated  only  by  the  State,  or  by  a  legalised  Industrial 
CouTc-ror  by  tL  co-operation  of  both.     We  shall  caU  s^^^^^^^ 
a    regime    '  The    Regulated    Expenditure    of    the    National 
Income.'     If,  say,  IQo/o  of  the  national  income  is  devoted  to 
the  production  of  and  investment  in  capital  goods,  then  the 
remaining  900/,   must  be   spent  in  purchasing  ~-Pj^^^ 
goods  and  services  and  in  paying  taxes,   all  of  which  con^ 
ftitute  non-profit-earning  goods.     If  a  very  -h  man  cann  t 
consume  all  that  he  must  buy,  he  may  spend  the  balance  in 
i„,provmg  his  estate,  he  may  patronise  art  or  research,  or 
he  may  ;resent  a  rifle  range  to  his  native  village,  &c.,&c^ 
The  workmen  whom  he  employs  buy  up  the  goods  which 
their  rich  employer  cannot  consume,  or  goods  of  equal  value 
there  is  neither  apparent  overproduction  nor  trade  depres- 
sion,  and  unemployment  is  reduced. 


7.  SPURIOUS  SAVING  AND  NATIONAL  DEBT 
REPAYMENT. — Assume  that  the  community  has  incurred 
debt.  People  who  own  the  debt  regard  it  as  capital,  and  if 
it  were  repaid  they  would  not  spend  it  on  consumption  goods, 
but  they  would  endeavour  to  re-invest  it. 

Assume  that  the  community  has  adopted  a  regime  of 
*  Regulated  Expenditure  of  National  Income,'  and  that  there 
is  no  spurious  saving  going  on.  Of  the  gross  national 
income,  90%  is  being  spent  in  producing  and  buying  con- 
sumption goods,  and  10%  is  being  spent  in  producing,  and 
is  invested  in  capital  goods,  and  industry  is  normally 
prosperous.  The  State  now^  begins  to  repay  its  debt  by 
imposing  a  tax  of  £5  per  week  on  the  whole  community. 
It  pays  this  money  to  its  creditors,  and  debt  is  repaid  at 
the  rate  of  £5  per  week.  Of  that  £5,  90%  or  £4.5  was 
paid  out  in  the  factory  as  part  cost  of  producing  consumption 
goods,  while  £.5  or  10%  was  paid  to  produce  capital  goods, 
and  if  apparent  overproduction  is  to  be  avoided,  the  £5  must 
be  spent  in  purchasing  consumption  goods  and  capital  goods 
in  the  same  proportions.  But  the  whole  £5  is  paid  to  people 
who  regard  it  all  as  capital  and  they  wish  to  re-invest  the 
whole  of  it  in  capital  goods.  Consequently  £4.5  worth  of 
consumption  goods  appear  in  the  market  each  week,  and 
they  cannot  be  sold  because  the  money  which  had  been  paid 
to  produce  them  is  reserved  for  purchasing  capital  goods. 
That  process  is  another  form  of  spurious  saving,  and  it  goes 
on  week  after  week.  Consumption  goods  accumulate  in  the 
market,  there  is  apparent  overproduction,  prices  fall,  and 
there  is  trade  depression.  The  State  is  an  active  agent  in 
promoting  that  disastrous  condition. 

Spurious  saving,  whether  practised  by  the  State  or  by 
individuals,  causes  a  fall  in  prices — the  very  condition  which 
prevents  the  immediate  return  of  the  saved  money  into 
profit-earning  industry.  During  80  years  from  1817  to  1897, 
about  £250,000,000  of  British  national  debt  was  repaid  and 
prices  fell  from  an  index  level  of  200  to  81,  notwithstanding 
the  fact  that  there  was  a  considerable  temporary  rise  during 
that  period,  due  to  the  production  of  gold  in  California  and 
Australia. 
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8    DEBT     REPAYMENT     WITHOUT     TRADE 

OEi>"RESSI0N.-It  is  possible  to  repay  '^«*'7'';/"f  "^^^ 
debt,  not  only  without  trade  depression,  b"t  *o  r  Pay  ,t 
durin.  a  period  of  industrial  prosperity  and  of  «°°'*1  "^^ 
economic  reconstruction.  Assume  that,  out  of  every  £100 
worth  of  output,  £90  is  paid  in  the  factory  for  the  produc^n 
Tf  consumpUon  goods,  and  £10  for  capital  goods  and  that 
the  nat^ona'  income  is  being  spent  in  purchasing  those  goods 
Tthe  same  proportions.  Under  that  regime  there  «  ne.ther 
reaTnor  apparent  overproduction  and  prosperity  is  normal. 

The  State  now  begins  to  repay  debt.     It  i-P-««  »  J^ 
of  £5  per  week,  pays  the  money  to  its  creditors  and  debt  is 
duced  It  the  ratc'of  £5  per  week.     The  People  fro-  whom 
that  £5  has  been  taken  had  been  spending  90%  or  £4.5  o^ 
it  in   purchasing  consumption   goods,    and   10 /o   «'   £5 J^ 
purchasing  capital  goods,  and  prosperity  was  normaL     The 
people  to  whom  the  £5  is  paid  regard  it  as  capital  and  they 
Sd  devote  the  whole  £5  to  invest  in,  or  purchase,  capit 
;  int     thereby   leaving   £4.5   worth   of  -nsumption   good 
unsold,  a  process  which  constitutes  spurious  savmg  and  leads 
to  t^ade  depression.       That  depression  may  be  -voided  by 
iJring  that  the  national  income  shall  ^e  epent   -^t.r^^^^^^ 

repayment,   in  the  ^^  J^^^'^^^^^C^^^^^^^^^ 
which  it  was  being  spent  when  prosperiv;!C  vvao 

wnicn  III  wan         a    r  ,     croduction  and 

debt  repayment  began,  namely,  90%  on  tne  pro 
lie  o    consumption  goods  and  10%  on  the  production  of, 
„d    nv    tment'in,   capital  goods.       Under  such  a  reg^e 
there  is  a  minimum  of  apparent  overproduction,   mdustiy 
eont  nues  to  prosper,  and  debt  is  repaid  during  a  period  of 
1   ,,ro,neritv         This  method  of   repaymg  debt  may 
Sp  :    d    Xbut  it  has  been  presented  here  as  an  isc^ated 
operation      When  viewed  as  one  of  many  operations  m  the 
Tpte  structure  of  a  general  Industrial-Monetary  Theory 
o    which  this  document  is  a  short  P-*-'  ^^^^  *': 
drastic  nature  of  the  process  disappears.  ^^^^^^J^; 
community  pay  off  debt,  but  it  may  undertake  extraordinary 
expenditure    with  or  without  borrowing,  during  a  period  of 
normal  prosperity  and  constant  prices. 
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9.  BANKS— EXPORT  TRADE— DEPRECIATION.— 

It  may  be  pointed  out  that  banks  do  not  appear  in  the 
picture.  Spurious  saving — ^the  primary  economic  vice  of  all 
money-using  nations — is  indulged  in  by  everyone  from  the 
State  downwards,  and  it  has  brought  economic  ruin  on 
nations  from  time  immemorial.  It  leaves  nations  with 
unsold  goods  —  an  '  Unbuyable  Surplus,'  which  producers 
attempt  to  dispose  of  by  export.  The  compulsory  search 
for,  and  exploitation  of  foreign  markets  in  which  nations  may 
sell  their  unbuyable  surpluses  is  a  primary  cause  of  war. 
The  unbuyable  surplus  may  be  small  in  proportion  to  total 
output,  but  it  disorganises  the  whole  volume  of  world  trade.: 
If  two  (or  more)  nations  exchange  their  unbuyable  surplus 
they  are  no  better  off,  for  neither  can  buy  the  imported 
surplus,  which  takes  the  place  of  its  own  export-ed  unbuyable 
surplus.  The  unbuj-able  surplus  can  only  be  disposed  of 
ultimately  either  by  stopping  production  until  the  surplus  is 
consumed,  or  by  the  creation  of  debt,  and  both  these  courses 
lead  to  poverty.  The  alternative  to  world-wide  poverty  is  to 
eliminate  the  unbuyable  surplus,  and  the  general  Theory 
referred  to  above  shows  that  a  nation  which  spends  its  income 
in  Regulated  Proportions  does  not  produce  an  unbuyable 
surplus.  It  may  prosper  with  or  without  foreign  trade,  but 
if  it  engages  in  export  it  is  more  favourably  situated  for 
effective  competition  in  world  markets  than  competitors  who 
do  not  adopt  that  regime. 

That  general  Theory  also  shows  that  making  good 
depreciation  or  the  renewal  of  worn  out  capital  goods  is 
subject  to  regulations  similar  to  those  applicable  to  new 
capital  goods,  but  in  a  modified  form. 


10  OTHER  FOR.MS  OF  SPURIOUS  SAVING- 
THRIFT— INDUSTRIAL  REVIVAL.— The  creation  of 
trading  capital,  or  financial  credit,  has  been  referred  to  in 
section  4.  Spurious  saving  enters  intimately  into  that 
process,  but  the  method  of  dealing  with  it,  so  as  not  to  cause 
economic    disorganisation,     is    totally    different    from    the 


i 


I 


i 


12 

„,ethods  which  have  been  described  for  balancmg  the  output 
o£  consumption  goods  and  capital  goods,  see  Part  11. 

Thrift  is  usually  regarded  as  a  virtue.       The  virtue  of 

thrift  does  not  lie  in  mere  money  savmg    but  ^"'^^^^'2 

lending       In    actual   practice   it   is   not   possible   for   an 

nTvldual  money  saver  to  know  whether  his  -ng;^-- 

or  spurious.     That  rrsraro^b'/aC'ed  ^^^ 
munity  as  a  whole,  by  the  State,  or  by  a  legai 
Couucil,  or  by  both  in  co-operation. 

Permanent  amelioration  of  the  present  '^^^-J^'-lff^"^ 
of  national  and  of  world  economics  is  nob  poss.We  so  long^as 

spurious     saving     and     apparent    --^^"df^^.V:;,!"^! 

unchecked      If  these  practices  are  ehmmated  by    Itegulating 

the  proportions  in  which  the  national  income  may  be  spent 

0  p'Zce  and  purchase  capital  goods  and  -B-pt.on  g^ds 

Regulation  is  the  -sence  of  what  b^b--  ,  ^^^. 

t;r.AnHinCT  '   or  of  what  may   oe  caiit^ti 

issue  of  credit  for  free  national  dividends. 
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d  PART   I. 


The  accompanying  diagrams  represent  some  of  the 
exchange  processes  which  take  place  in  a  monetary-industrial 
system.  The  circles  F,  M  represent  the  factory  and  market 
respectively.  Thick  lines  L  represent  the  flow  of  materials 
and  goods  (and  of  cost  embodied  in  goods),  while  the  thin 
line  circuit  K  represents  the  flow  of  money  or  credit.  Arrows 
indicate  the  direction  of  flow,  and  figures  represent  the 
magnitude  of  the  rate  of  flow.  Exchange  of  money  for  goods 
takes  place  where  a  money  line  crosses  a  goods  line  through 
a  dot.  Where  the  money  line  is  broken,  no  exchange  takes 
place,  as  in  fig.  4. 

In  fig.  1,  material  enters  the  factory  F  by  the  line  L, 
it  is  converted  into  goods  at  the  rate  of  100  tons  per  week 
and  exchanged  in  the  factory  for  £100  of  money,  as  indicat'ed 
by  the  dot  where  K  and  L  cross.  The  goods,  100  tons  worth 
£100,  pass  along  the  line  L,  while  the  money  passes  along 
the  circuit  K  to  the  market  M,  where  the  100  tons  are  sold 
for  £100,  again  indicated  by  the  dot  where  K  and  L  cross. 
The  goods  are  taken  away  for  consumption  and  the  money 
returns  by  the  circuit  K  to  the  factory  F,  where  it  is  used  to 
pay  for  the  production  of  another  100  tons  of  goods.  Money 
thus  flows  in  a  closed  circuit  K  and  is  used  over  and  over 
again,  whereas  goods  pass  only  once  along  the  line  L. 


In  fig. 


2,  factory  owners  distribute  £100  as  wages,  rent, 
interest,  &c.,  items  which  constitute  the  cost  of  marketed 
output.  Provided  that  all  the  money,  £100,  thus  dis- 
tributed goes  to  market  all  factory  output  may  be  sold. 

In  fig.  3,  a  person  'A'  saves  £1  per  week.  Only  £99 
goes  to  market  and  one  pound's  worth  of  goods  remain 
unsold.  The  saved  money  becomes  trading  capital  and  the 
owner  returns  it  to  the  factory,  along  the  path  represented 
by  the  dotted  line  A,  where  it  pays  for  the  production  of 
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aaother  ton  of  goods,  while  the  first  ton  still  remains  unsold. 
That  process  is  spurious  saving,  and  it  is  the  basic  cause 
of  trade  depression. 

In  fig   4    £90  and  £10  pass  through  the  factory  and  pay 
for  producing  consumption  go«ls  and  capital  goods  respec- 
tively each  week.     The  £100  goes  to  market,  where  £90  is 
spent  in  purchasing  consumption  goods,  while  £10  .8  saved 
and  spent  in  purchasing  (invested  in)  capital  goods.       All 
money  passes  through  the  market,  all  goods  are  sold  in  the 
same' proportions  as  those  in  which  they  were  produced,  the 
£10  invested  in  capital  goods  is  genuine  savings,  and  there  is 
no  apparent  overproduction  nor  trade  depression.       But  if 
the  community  buys  only  £80  worth  of  consumption  goods 
and  saves  another  £10  iu  addition  to  the  £10  already  saved 
then  £10  worth  of  consumption  goods  remain  unsold  and 
there  is  trade  depression.       The  additional  £10  is  spurious 
saving?. 


This  type  of  diagram  has  been  developed  by  the  Author 
to  show  how  money  and  credit  may  be  correctly  used  in 
industry,  so  as  to  prevent  trade  depression  due  to  monetary 
causes  under  practically  all  circumstances.  Also  to  show 
how  the  defects  of  the  present  system  arise. 

It  is  generally  beheved  that  the  creation  of  financial  credit 
to  finance  an  expansion  of  industry  must  of  necessity  be 
accompanied  by  trade  cycles  or  some  form  of  trade  depres^ 
s'on  That  belief  is  unjustified,  and  diagrams  have  been 
constructed  to  explain  how  financial  credit  may  be  expanded 
to  finance,  at  a  constant  price  level,  -^f  ^^^^.^/^^^^^^^^^^^ 
expansion     demanded    by    the    community     without     any 

du2n  in  the  standard  of  living  to  which  the  communi  y 
^ay  have  attained.  That  result  can  only  be  arrived  at  by 
organisation-not  by  laissez  faire  nor  by  any  form  of 
financial  jugglery. 


— ^X" 
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Part  II. 


The  Creation  of  Financial  Credit. 


|-:xpaiic:liri^  Output 


ii.  IKADLNii  CAPITAL  —  CRtDil. —Part  of  the 
capital  with  which  a  trader  engages  in  business  is  spent  in 
purchasing  fixed  plant  such  as  machinery,  and  part  is  used 
for  purchasing  raw  materials  and  for  paying  wages  and  other 
expenses  incurred  in  the  manufacture  of  trade  goods.  The 
former  is  'fixed  capital,'  and  the  latter  is  '  trading  capital.' 
From  an  economic  point  of  view  these  two  forms  of  capital 
are  totally  different,  and  we  shall  deal  now  with  trading 
capital  only,  and  the  term  '  capital  '  will  always  mean 
trading  capital.' 

A  trader  '  B  '  engages  in  business  with  (trading)  capital 
of  £10x.  He  acquires  a  stock  of  trade  goods  and  £10x  goes 
into  circulation.  His  turnover  is  £x  per  week,  and  once 
every  10  weeks  he  (a)  turns  over  his  capital  of  £10x  in  the 
form  of  money,  (b)  sells  his  stock  of  trade  goods,  and  (c) 
renews  that  stock.  Similar  procedure  is  followed  by  each 
trader,  and  it  applies  to  all  traders  collectively.  The  initial 
trading  capital  of  all  the  traders  in  the  community  was  JBIOX., 
They  acquired  stocks  of  trade  goods  and  £10X  went  into 
circulation.  At  any  moment  afterwards  that  £10X  may 
exist  partly  or  wholly  as  coin,  bank  notes,  cheques,  or  as 
credit  entries  in  bank  ledgers,  and  the  trading  capital  of 
£10X  has  become  '  credit  in  circulation  '  or  simply  '  credit.' 
The  average  turnover  of  all  traders  is  £X  per  week,  they  turn 
over  their  trading  capital  once  in  10  weeks,  i.e.,  they  pay 
out  £10X  once  in  10  weeks  as  costs  of  production  (cost 
includes  profit)  and  they  receive  dElOX  by  sales.  Their 
trading  capital  makes  a  complete  circuit  of  the  community 
once  in  10  weeks  on  an  average,  and  10  weeks  is  '  the  period 
of  circulation  of  credit  '    (or  of  trading  capital).       Simul- 


M 
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an  avera  e  ^.^^  ^^  manufacture  and 

ra;;orgoods  ■  :th  .  e.ua.^'to  the  period  of  circulation 
of  credit. 

Assume  the  conditions  in  our  community  to  be  ae  follows^ 
_The    umover.  or  output,  of  ail  traders  is  100  U.ns  per  week 
worth  £100      The  price  level  is  £1  per  ton.     The  period  oJ 
r^irof  credit^  10  wee.s,  and  the  total  -  ;..  -p.al 
which  is  equal  to  the  credit  m  circulation,  is  tlUUO      ine 
Tott  niShas  been  producing  factories,  or  fixed  capital,  ^y 
Tenure    saving    and    there    has    been    no    economic    d.s^ 
genume    ^-^^g  whatever  output  may  be  produced 

rft^e  n  ;■  a^iet  wiU  be  additional  to  all  existing  out- 
put  and  traders  will  require  additional  trading  capital  to 
finance  the  additional  turnover. 

4-T.O+  +>i^  +nrnover   or  rate  of  output,  is  to 
I^t  us  assume  that  the  turnover,  ur  r 

hP  increased  from  100  tons  per  week,  worth  £100,  to  liu 
be  mcreasea  iiuu  r  remain 

tons    or  by  10  tons  per  week,      ihe  price  levei 
rXt  al  £1  per  ton,  and  t-efo'e  JIO  ^ns  w.U  cost  £  10, 

7:i''i:;^T^7::^::Tz^ .  lo  wee., 

the  addtonal  capital  required  to  finance  the  '^ddit-al  tu^^ 
f  cm  ner  week  is  £100.     The  problem  with  which  the 
over  of  £10  V<^' ^'f  ^  .  -^  ^his  additional  trading 

community  is  faced  is.      wuuc 

capital  to  come  from?' 

12  BORROWrn  IRAOiNU  tAl'ilAt.-A  common 
Jhti  of  obtaining  trading  capital  is  to  borrow  money  or 
Tedit  from  a  bank.     -- -- ^  —:-  ^^S 

T  ti^T-Tdif  :o^  ^-ase  the  turnover  (output) 
A  trader    i3  ^   ^     ^^.i^h  he  will  require 

irrrCiiu.  "h.  .-  •»  ■ "»""  '"■"* 

fecurit;   and  if  granted  a  credit  of  £m     He^-^^^^^^^^^^ 
business,  acquires  trade  goods  worth  f  1^^'   f ^  f"^^^^^ 
circulation,  and  the  total  trading  capital  engaged  m  buBiness, 
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which  is  equal  to  the  total  credit  in  circulation,  is  now  £1100. 
*  B  '  establishes  his  business  with  a  capital  of  £100,  and  his 
turnover  is  10  tons  per  week  worth  £10.  Other  traders' 
turnover  is  100  tons  per  week  worth  £100,  the  total  turn- 
over is  110  tons  per  week  worth  £110,  and  the  price  level  is 
unchanged  at  £1  per  ton.  So  long  as  '  B's  '  loan  remains 
unpaid,  there  is  nothing  to  prevent  that  turnover  and  that 
price  level  from  continuing  badefinitely,  provided  that  the 
goods  and  money  which  emerge  from  the  factory  are  per- 
mitted to  flow  to  the  market  without  interruption. 

But  trade  loans  must  be  repaid,  and  it  is  known  from 
experience  that  when  these  loans  are  repaid  '  credit  is  con- 
tracted '  and  trade  depression  follows.  Borrowed  bank 
credit  cannot  therefore  support  a  permanently  prosperous 
industry  unless  the  credit  remains  on  permanent  loan.  In 
actual  practice,  industry  is  partly  financed  by  a  permanent 
loan  from  banks.  A  large  proportion  of  trading  capital  in 
modern  industry  is  borrowed  bank  credit,  which  is  lent  out 
as  short  term  loans.  These  loans  are  continually  being 
repaid  and  re-issued,  and  in  the  aggregate  these  short  term 
loans  constitute  a  permanent  loan  from  banks  to  industry. 
In  Britain  that  permanent  loan,  on  which  banks  draw 
interest  of  varying  amounts,  is  about  £1,000,000,000,  and  the 
interest  is  a  tax  on  industry. 

13.  THE  ACQUISITION  OF  TRADING  CAPITAL 
WHICH  IS  NOT  ON  LOAN.— Traders  may  create  and 
acquire  the  money  or  credit,  which  they  require  for  trading 
capital  without  having  to  borrow  it,  and  they  may  create  it 
with  or  without  the  assistance  of  a  private  bank.  There  are 
several  processes  by  which  that  additional  money  or  credit 
may  be  created  besides  that  of  borrowing,  and  we  shall 
examine  four  of  them.  The  description  which  follows,  of 
creating  each  form  of  credit,  will  serve  to  illustrate  the 
principles  mvolved,  and  is  not  necessarily  the  exact  pro- 
cedure followed  in  practice.  That  particular  mode  of 
description  will  be  adopted  for  the  reason  that  it  is  best 
suited  to  show  the  similarity  and  the  difference  between 
those  four  methods  of  creating  credit,  and  because  it  affords 
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an   easy   method    of   comparing   the    advantages   and   dis- 
advantages of  each  process. 

14.  CREDIT    BASED    (^N    PRrCIors    MTTALs.- 
As  in  section  11,  '  B  '  is  to  increase  the  turnover  (or  rate  o£ 
output)  of  the  community  by  10  tons  per  ^'^e'^  ^^orth  £J0, 
for  which  operation  he  will  require  tradmg  capita   of  £100 
but   he    must   acquire   it   without   borrowing   and   without 
incurring  debt.     He  saves  £  100  and  goods  worth  £100  remain 
unsold      That  action  constitutes  spurious  saving,  section  d, 
and  he  must  prevent  the  trade  depression  which  accompanies 
it      Accordingly  he  takes  the  money  to  gold  miners  and  buys 
£100  worth  of  newly  mined  gold.       The  miners  take  the 
n.onev  and  buy  up  the  goods  which  '  B  '  had  not  bought 
or    g<^ds    of    equal    value.      The    money    goes    back    into 
circulation    and    there    is    practically    no    apparent    over^ 
production  nor  trade  depression.       '  B  '  now  gets  the  gold 
Linted  into  coin,  or  he  sells  it  to  the  Bank  of  England  for 
a  cheque  or  for  bank  notes,  which  are  additional  to  all  those 
already  in  circulation.     He  deposits  the  cheque,  notes,  or 
coin   in   the   private   bank,    employs   the    -""^^   '"   *^'^J^' 
establishes  a  business  the  trading  capital  of  which  is  £100 
acquires  trade   goods,    and   £100  of  new   credit  goes   mto 
circulation.     Turnover,  or  output,  is  mcreased  by  10  tons 
per  week  worth  £10,  the  gross  turnover  of  the  community 
is  now  110  tons  per  week  worth  £110,  and  the  price  level  is 
unchanged  at  £1  per  ton.     In  combination  with  the  mint  or 
the  Bank  of  England,  '  B  '  has  created  credit  mdependently 
of  the  private  bank,  he  has  not  borrowed  money  nor  mcurred 
debt,    and   there    has   been    practically   no   mdustr.al    dis- 
organisation. 

When  •  B  ■  sells  his  gold  to  the  Bank  of  England  it  makes 
no  difference  to  prices  whether  he  takes  payment  in  coin,  m 
bank  notes,  or  by  cheque,  or  in  some  of  al  three.  Money  is 
the  physical  embodiment  of  credit,  and  B  takes  the 
credit  in  that  physical  form  most  oonvenient  for  himself 
his  total  credit  remaining  at  £100.  The  additional  credit  of 
£100  now  in  circulation  is  based  on  a  precious  metal,  gold, 
and  it  will  be  called  '  Metal  Credit.' 
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15.  CREDIT  BASED  ON  STATE  DEBT.-If  the  com- 
munity possesses  no  gold  mines,  or  if  gold  cannot  be  pro- 
duced  m   sufficient  quantity    (which  is   actually   the   case 
to-day),      B  •    must   devise    another   method    of    creating 
credit.     As  in  sections  11  and  14,  he  saves  £100  and  leaves 
£100  worth  of  goods  unsold.     That  action  is  spurious  saving 
and  he  must  prevent  the  trade  depression  which  accompanies 
that  process,  section  3.     The  State  is  engaged  in  road  con- 
struction, ,t  borrows  the  £100  from  '  B  '  and  pays  out  the 
money,  without  undue  delay,  to  men  engaged  in  road  con- 
struction^   These  men  take  the  money  and  buy  up  the  goods 
which     B     had  not  bought,  or  goods  of  equal  value    the 
money  returns  into  circulation,  and  there  is  practically  no 
apparent  overproduction  nor  trade  depression.       '  B  '  now 
has   an   mterest-bearing   government  security,   the   private 
bank  has  customers'  deposits  which  it  wishes  to  invest,  and 
It  buys  up  the  government  security  just  acquired  by  '  B  ' 
and  pays  him  with  £100  of  customers'  deposits.       In  this 
manner  '^B  '  acquires  a  credit  of  £100.  which  he  employs  in 
«ir^        establishes  a  business  the  trading  capital  of  which 
18  £100,  acquires  trade  goods,  and  £100  of  new  credit  ..oes 
mto  circulation.     Turnover  is  increased  by  10  tons  per  w^eek 
worth  tlO,  the  gross  turnover  of  the  community  is  now  110 
tons  per  week  worth  £110,  and  the  price  level  is  unchanged 
at  £1  per  ton      In  combination  with  the  State  and  the  private 
bank,      B      has  created  credit  without  incurring  personal 
debt,   but  interest-bearing  debt  has  been  imposed  on  the 
community  and  the  private  bank  receives  the  interest      The 
amount  of  debt  is  equal  to  the  amount  of  additional  credit 
which  has  been  created,  or  to  the  additional  trading  capital 
required    o  finance  the  additional  turnover,  which  i^  turn  is 
equal  to  the  value  of  the  additional  trade  goods  required  to 
support  the  additional  turnover.  required  to 

The  credit  which  has  been  created  by  this  process  is 
based  on  State  debt  and  will  be  called  '  Debt  Credit  There 
appears  to  be  no  control  over  the  amount  of  debt  credit  which 
may  be  created. 
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lit    rnPniT    UX^^U   «>N   SIAlL   ass hi:S. -In  order 

15,  he  saves  £100  and  leaves  bi  ^^^^^ 

Thnt  action  is  spurious  savmg.   »*  "V'"  ^he    State    is 
trade    depression    -"oh    accompames   ^^     J^^-  ^^^ 

engaged  in  road  constructK>n,  and     B  ^^^^^ 
State  for   a  cheque  on  the   Bank   "^  ^8  j^^^^^^^. 

That  cheque  is  a  --•^/,^^'^;',,t:rJ:ey  as  wages 
Without  undue  de^ay  be  St  t^^^^^^^^^^^  these  men  take  the 
to  men  engaged  in  roaa  con«  •  «  '  had  not  bought,  or 
nioney,  buy  up  the  goods  ^^^^  ^^U^^^,,^  ,„  ^..ent 
goods  of  equal  value,  and  there  is  p  J   deposits    his 

Lrproduction    nor   trade    depress,on^         B      dep^^  ^^_^^^ 

cheque  in  the  private  bank  -d  -^^^^^^^^^  J^.^^^^  ,,,  ,,^^ 
he  embarks  m  trade.     He  establisne  ^^ 

capital  of  which  is  £100,  acquires  ''^-^<^^°^l'J^Xcre.seA 
adLonal  credit  goes  into  circuat.on.     T-no--^^^  ^^  ^^^^ 

b,  10  tons  per  week  worth  "".Jb^^^-^,  ,,,o,  and  the 
community  is  now  UO  tons  p.r  ^^^^ination  with 

price  level  is  unchanged  at  £1  per  ton  •  b  '  has 

L  State  and  the  Bank  o    E"^^^^^^^^^^  ^Hva^tnk,   he  has 
created  credit  -depend  nly  of  the   p  ^_^^^^^^ 

incurred   no   personal   debt,    he    has  P  ^^^^ 

bearing    debt    on    the    «»«^'«"'^.^;^:.^"%^e  credit  created 
practically  no  industrial  d--f -^^  °^^   a  road  worth  £100, 

:!:  t  :    as  :t  ::eSit  to  be  issued  is  regulated  by  a  price 
Tdext  combination  with  a  constant  price  level. 

.      u    1  ,+.lv  no  difference  between  asset  credit,  the 
?"";wHch  h  s;°sfbeen  described,  and  debt  credit 
creation  of  whicn  nas  ju  section  15,  except 

the  creation  of  ^^^V::^  -^'^■ 

that  the  private  bank  doe^notrece^^^^^^^  ^^  ^^^^^.^^^^  ^.^^ 

The  creation  of  any  form  of  creair  n    y  ^ 

the  repayment  of  loans  of  borrowed  bank  credit. 

•  See  '  The  Production  of  Money,'  by  H.  Munro.     Geo.  Sout^, 
^^®  Dingwall,  Publisher. 
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17.  THE  FIDUCIARY  ISSUE.— The  traders  of  our 
community  started  business  with  £1000  of  trading  capital, 
all  of  which  went  into  circulation  as  credit.  Subsequently 
that  amount  was  increased  by  £100,  making  the  total  credit 
in  circulation  £1100.  That  credit  circulates  in  three  prin- 
cipal forms — coin,  notes,  and  cheques.  So  long  as  the  total 
credit  in  circulation  remains  at  £1100,  the  form  in  which  it 
circulat-es  does  not  affect  prices,  and  the  proportions  of  coin, 
notes,  and  cheques  in  which  it  circulates  is  decided  by  money 
users  who  use  coin,  notes,  or  cheques  to  suit  their  conveni- 
ence, provided  that  their  choice  is  not  circumscribed  by 
powers  out  with  their  control. 

When  gold  is  the  basis  of  credit,  the  whole  amount  of 
gold  may  be  minted  and  issued  as  coin.  As  a  matter  of  hicrh 
financial  expediency,  gold  coin  is  not  used  now,  but  the  whok 
value  of  gold  is  represented  in  circulation  by  legal  tender 
notes  of  equal  nominal  value.  The  public  may  use  these 
notes  or  they  may  use  cheques  to  settle  their  transactions. 

Should  asset  credit  be  issued,  '  B  '  would  receive  a 
cheque  on  the  Bank  of  England  Issue  Dept.,  and  he  might 
draw  the  credit  either  in  notes  or  by  cheque,  whichever 
method  he  may  find  convenient. 

In  the  case  of  debt  credit  or  borrowed  bank  credit,  "  B  ' 
can  only  circulate  that  credit  by  cheque,  for  the  private  bank 
is  debarred  from  printing  notes.  But  '  B  '  may  wish,  as  a 
matter  of  convenience,  to  use  legal  tender  notes,  and  the 
bank  may  obtain  them  in  the  following  manner : — '  B  ' 
acquired  debt  credit  with  his  bank  by  selling  it  a  government 
security  worth  £100,  section  15,  and  he  wishes  to  pay  out 
£50  by  cheque  and  £50  in  notes,  of  which  the  bank  is  short. 
Accordingly  the  bank  sells  half  of  the  security  which  it  had 
bought  from  '  B  '  to  the  Bank  of  England  Issue  Dept.  for 
£50  in  notes,  which  it  hands  to  '  B,'  who  puts  them  into 
circulation.  This  issue  of  notes  does  not  affect  prices,  for 
the  total  credit  in  circulation  remains  unchanged.  The 
interest  on  the  security,  which  has  been  surrendered  to  the 
Bank  of  England  in  exchange  for  notes,  returns  to  the  State 
less  a  conmiission  to  the  Bank  of  England. 


25 


I 

f  i 


i?; 


24 

The  £50  in  notes  issued  in  the  manner  just  described  is 
part  of  the  '  Fiduciary  Issue,'  whicli  consists  ot  notes  ,n 
circulation  in  excess  of  the  value  of  gold  held  by  the  Bank 
of  England.     These  notes  are  said  to  be  secured  by  State 
debt    the  interest  on  which  returns  to  the  State,  i.e.,  they 
are  secured  by   State  debt  on   which  no  interest  is  paid. 
Asset  credit  is  also  State  debt  on  which  no  interest  is  paid, 
and  fiduciary  credit  and  asset  credit  are  therefore  alike  in 
nrinciple        But    whereas    asset    credit    is    issued    direct 
fiduciary  credit  is  created  by  a  circuitous,  complicated  and 
expensive   process,    and   it    is   limited   in   qu-"t'ty   ^J   l«-^ 
although  in  an  emergency  it  may  be  expanded  mdefimtely 
by  the  Treasury. 

In  the  process  of  creating  asset  credit,  '  B  '  saved  £100, 
sold  the  money  to  the  State  for  a  cheque  (a  "O"-^-;-^;, 
bearing  security)  on  the  Bank  of  England,  which  entitled 
him  to  £100  of  credit,  which  he  may  circulate  as  notes  or 
as  cheques. 

In  the  process  of  creating  fiduciary  credit,  '  B  '  saved 
£,00,  sold  the  money  to  the  State  for  an  interest-bearmg 
securitv,  and  then  he  sold  the  security  to  the  private  bank 
for  a  credit  of  £100.  The  banker  now  sells  the  security  to 
the  Bank  of  England  for  bank  notes,  which  consti  ute  the 
fiduciary  issue,  the  interest  on  the  security  is  cancelled,  and 
there  is  no  difference  between  that  form  of  credit  and  asset 
credit,  for  both  are  backed  by  non-iutcrest-bearmg  debt  or 
by  the  credit  of  the  State. 

,8.  TRADE     CVCIES    AXO    THV     (RrMIUN     Oi- 
CREDIT.  -  One  operation  in  the  creation  ot  luelal,  deb 
asset,  and  fiduciary  credit  was  that  '  B  '  saved  £100  and  lef 
£100  worth  of  goods  unsold.     Then  it  was  assumed    hat   he 
pice   level  reinained  unchanged,   but  that  docs  not  follow 
automatically. 

(a)  In  the  case  of  debt  credit^and  what  follows  applies 
tK.  the  others-'  B  '  saved  money  and  left  goods  of  equal 
value  unsold.       Provided  that  "  B  '  lent  his  money  to  the 


State  immediately  he  saved  it.  and  that  the  State  distributed 
the  money  without  undue  delay,  the  road  makers  who 
received  that  money  bought  up  the  unsold  goods,  and  there 
was  no  apparent  overproduction,  no  trade  depression,  and  no 
change  in  the  price  level. 

(b)  But  if  '  B  '  saved  the  money  and  placed  it  on  deposit 
for  some  time,  the  owners  of  the  unsold  goods,  in  the  desire 
to  get  rid  of  them,  would  restrict  production  by  dismissing 
men.  Apparent  overproduction  and  trade  depression  would 
follow,  prices  would  fall,  and  ultimately  the  unsold  goods 
would  be  cleared  off  the  market.  If  the  State  now  borrows 
the  saved  money  from  '  B  '  and  distributes  it  to  its  road 
makers,  that  money  comes  on  a  market  depleted  of  goods, 
and  prices  would  rise.  Tlie  creation  of  credit  is  now  accom- 
panied by  a  fall  in  prices  followed  by  a  rise,  and  there  is  a 
trade  cvcle. 

19.  ASSET  CREDIT  ISSUED  DIRECT.— Asset  credit 
may  be  issued  more  directly  than  described  in  section  16, 
and  with  less  risk  of  a  trade  cycle.  Assume  that  the  com- 
numity  operates  on  a  constant-price-level  regime  and  that, 
on  the  average,  turnover  or  the  rate  of  output  is  doubled 
every  10  years,  i.e.,  turnover  expands  at  the  rate  of  10%  per 
year.  This  year  the  trading  capital  of  all  traders  is  £1000 
and  turnover  is  100  tons  per  week  worth  £100.  Next  year 
turnover  will  be  110  tons  per  week  worth  £110  and  tradmg 
capital  will  be  £1100.  Trading  capital  must  therefore  be 
increased  by  the  issue  of  £100  of  new  credit. 

The  State  is  engaged  in  road  construction,  which  may  be 
paid  for  either  out  of  revenue  or  by  borrowed  money.  But 
in  order  to  issue  new  credit  the  State  pays  £2  of  the  cost 
each  week  with  new  notes  or  by  cheques  on  the  Bank  of 
England  Issue  Dept.  until  £100  has  been  issued.  At  the 
end  of  the  year  the  credit  in  circulation  is  £1100,  and,  the 
period  of  circulation  of  credit  being  10  weeks,  it  circulates 
at  the  rate  of  £110  per  week,  an  increase  in  turnover  during 
the  year  of  £10  per  week.  There  is  no  change  in  the  costs 
of  production,  and  the  additional  £10  per  week  in  circulation 
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nays  for  the  production  of  10  tons  of  goods  por  week  r,t  tl>o 
'I  of  ei  per  t.n.  The  £100  of  additional  credit  has  become 
;Idiu  capital  auto,natically.  there  has  been  practically  no 
a.:  :  in'  the  price  level,  no  econoniie  <l3;— ; 
spurious  saving  has  been  rendered  unnecessary,  and  the  man. 
cause  of  trade  cycles,  section  18,  may  be  elnnmated. 

v..  UENfcKAL.  -  Industry  is  actually  financed  by 
borrowed  bank  credit,  by  metal  credit,  and  by  d'^b*  «-;^:t 
AsTet  credit  is  in  use,  in  a  modified  form  and  to  a  hm.  e<l 
amount,  as  fiduciary  credit.  Coinage  whose  currency  value 
exceeds  its  metal  value  is  metal  cred.t  to  the  extent  of 
metal  value-thc  remaining  value  is  pure  asset  credit. 

The  maintenance  of  a  constant  price  level  is  imposdble 
without  some  form  of  State  regulation.  Even  with  that 
Teg  It  on°  gold  cannot  support  a  constant  price  level  because 

h!  is  not'enough  of  it  being  produced.  D^^t  credi  c.nn^ 
support  a  constant  price  level  simultaneous  ^Mth  "\<lus  n  U 
"orperity  because  prices  fall  when  the  debt,  on  which  it  is 

based,  is  repaid. 

But  with  suitable  State  regulation,  asset  credit  alone  is 

sufftc int  to  finance  any  possible  expansion  m    '-  f «  ° 

naaonal  or  of  world  output  at  a  constant  price  level  tor  »U 

W      That  -  »  '-*"'^  '^''"=''  ''  ""'  ""''''.''    '  H°f  11 
o  m  of  credit  which  has  been  described  here,  but  credit  which 

doerpossess  that  feature  may  be  created  by  other  methods 
than  tliose  described. 


In  this  short  summary  I  have  not  attempted  to  explain 
how  the  principle  of  '  Begulated  Expenditure  ot  the 
^  ional  Income  would  be  applied  in  practice,  nor  ho. 
asset  credit  would  be  issued  to  finance  an  expansion  o 
industry  at  a  constant  price  level.  But  the  degree  o  control 
cqu3  to  operate  those  factors  would  not  be  greater  than 
he     ontro!  presently  exercised  by  the  State  over  industry, 
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and  would  certainly  be  less  than  the  degree  of  control  fore- 
shadowed by  the  present  tendency  of  the  State  to  fix  quotas 
and  prices  for  domestic  industry. 

Stress  has  been  laid  on  the  necessity  for  a  constant  price 
level.  A  varying  price  level  bears  the  same  relation  to  credit 
that  debased  coinage  bears  to  money.  All  governments  have 
gone  to  great  expense  to  standardise  coinage,  and  a  primary 
step  in  the  elimination  of  economic  chaos  is  the 
Standardisation  of  Credit— the  abolition  of  debased  credit — 
so  that  £1  of  credit  may  always  buy  the  same  amount  of 
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